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Sam Y. Cross 

'Ihe d o l l a r  has  been f a i r l y  s t a b l e  and q u i t e  f i r m  i n  t h e  exchanges 

s i n c e  your l a s t  meeting. It has  r i s en  by 2 t o  3 percent  a g a i n s t  t h e  German 

mark and the o t h e r  EMS c u r r e n c i e s ,  and has f a l l e n  by about 2 percent  a g a i n s t  

:he yen and 7 percent  a g a i n s t  s t e r l i n g .  The pound had been depressed by 

unce r t a in ty  ove r  o i l  p r i c e s  a t  t h e  t ime of t h e  l a s t  FOMC meeting, bu t  i t  

s t rengthened no t i ceab ly  a g a i n s t  a l l  cu r renc ie s  e a r l y  i n  A p r i l  when f e a r s  of an 

o i l  p r i ce  w a r  d i s s i p a t e d .  

Probably t h e  most s i g n i f i c a n t  f e a t u r e  of the  per iod was i n  f a c t  what 

d i d  not  happen, t h a t  i s ,  t h e  f a i l u r e  of  the  d o l l a r  t o  t rend lower,  a s  many 

market p a r t i c i p a n t s  had expected i t  t o  do and a s  publ ic  o f f i c i a l s  abroad had 

hoped i t  would do. For months f o r e c a s t e r s  have looked f o r  l a r g e  inc reases  i n  

the  U.S. c u r r e n t  account d e f i c i t  dur ing  1983, and f o r  f u r t h e r  sharp  drops i n  

our  i n t e r e s t  r a t e s  a s  t h e  s t r i n g  of  good U.S. i n f l a t i o n  numbers lengthened. 

But t h e  c u r r e n t  account d e f i c i t  i n  f a c t  narrowed i n  t h e  first q u a r t e r ,  and 

i n t e r e s t  r a t e s  have not  dec l ined  a s  many would have hoped. In t h e  view of  t h e  

market, w i t h  t h e  U.S. economy apparent ly  ga ther ing  momentum, the  immediate 

out look f o r  i n t e r e s t  r a t e s  i s  t h a t  t hese  hopes may n o t  be f u l f i l l e d .  

Meanwhile, investment  i n  U.S. e q u i t i e s  and f i x e d  investments has  become more 

a t t r a c t i v e .  A l s o ,  renewed t a l k  of g loba l  debt  problems probably emphasized 

"safe  haven" cons ide ra t ions  of t h e  d o l l a r  f o r  i n t e r n a t i o n a l  i n v e s t o r s  a s  wel l .  

The d o l l a r ' s  s t r e n g t h  probably a l s o  sp r ings  from a gene ra l  percept ion  

t h a t  cond i t ions  a r e  improving more slowIy abroad than i n  t h e  U.S. I n  a number 

of c o u n t r i e s ,  M I  type monetary growth has acce le ra t ed ,  apparent ly  more r ap id ly  

than any evidence of renewed economic a c t i v i t y  would sugges t ,  and i n  some 
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c a s e s  t h e s e  narrow monetary a g g r e g a t e s  a r e  above  t h e i r  t a r g e t  r a n g e s ,  pe rhaps  

l i m i t i n g  t h e  scope  f o r  f u r t h e r  mone ta ry  s t i m u l u s .  A t  t h e  same t ime,  t h e  

p r o s p e c t s  f o r  a n  e x p o r t - l e d  r e c o v e r y  seem l i m i t e d  by weak demand i n  mos t  p a r t s  

o f  t h e  wor ld .  Indeed,  w i t h  a g g r e g a t e  demand d e p r e s s e d ,  t h o s e  c o u n t r i e s  w i t h  

r e l a t i v e l y  w e a k  c u r r e n c i e s  a r e  n o t  b e n e f i t i n g  as expec ted  from t h e  

t e rms-o f - t r ade  advan tage  t h a t  would no rma l ly  r e s u l t  from a s t r o n g e r  d o l l a r .  

By t h e  same token ,  t h e  f i rm d o l l a r  l i m i t s  t h e  p o t e n t i a l  domest ic  s t i m u l a t i v e  

e f f e c t s  of lower d o l l a r  p r i c e s  o f  commodi t i e s ,  e s p e c i a l l y  energy.  And conce rn  

i s  e x p r e s s e d  t h a t  h igh  U.S. i n t e r e s t  r a t e s  b i d  away c a p i t a l  needed t o  f i n a n c e  

i n v e s t m e n t  and growth a t  home. These developments  t o g e t h e r  seem t o  have  

s i m u l t a n e o u s l y  i n c r e a s e d  t h e  need f o r ,  b u t  narrowed t h e  scope f o r ,  f u r t h e r  

i n t e r e s t  ra te  r e d u c t i o n s  i n  many c o u n t r i e s .  

Against  t h i s  background i t  i s  p e r h a p s  n o t  s u r p r i s i n g  t h a t  m a r k e t  

p a r t i c i p a n t s  have focused  on p o l i t i c a l  c o n s i d e r a t i o n s  a s  t h e  Wi l l i amsburg  

Summit approaches .  ?he yen was b i d  up s t r o n g l y  i n  e a r l y  May, l a r g e l y  b e c a u s e  

market  p a r t i c i p a n t s  t hough t  t h e  Bank o f  J a p a n ,  i n  o r d e r  t o  d e f u s e  c r i t i c i s m  a t  

Wi l l i amsburg  would d e f e r  t h e  e x p e c t e d  d i s c o u n t  r a t e  c u t  o r  t a k e  a c t i o n  t o  

s t r e n g t h e n  t h e  yen.  A l so ,  some though t  t h e  U.S. would lower t h e  d i s c o u n t  r a t e  

o r  p a r t i c i p a t e  i n  c o o r d i n a t e d  c e n t r a l  bank i n t e r v e n t i o n  t o  push t h e  d o l l a r  

lower ahead o f  t h e  mee t ing .  But none o f  these  events m a t e r i a l i z e d ,  a n d  hopes 

f o r  lower U.S. i n t e r e s t  ra tes  were dampened as w e l l  by a s t e a d y  s t r i n g  of  

s t a t i s t i c a l  r e l e a s e s  showing i n c r e a s i n g  s t rength  i n  t h e  U.S. r ecove ry .  A l so ,  

S e c r e t a r y  Regan ' s  r e a f f i r m a t i o n  o f  c u r r e n t  p o l i c y  as t h e  i n t e r v e n t i o n  s t u d y  

w a s  b e i n g  r e l e a s e d  seemed t o  end  s p e c u l a t i o n  t h a t  had  developed a b o u t  

c o o r d i n a t e d  i n t e r v e n t i o n ,  and p r o b a b l y  added t o  t h e  market ' s  view t h a t  t h e  

d o l l a r  might  r i s e  f u r t h e r .  
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Since the l a s t  FOMC meeting, t h e  U.S. Treasury redeemed on May 13 ,  

German mark denominated s e c u r i t i e s  i n  an amount of  DM 1,197.2 mi l l i on .  After 

these  redemptions,  t h e  Treasury had ou t s t and ing  DM 1,050.5 m i l l i o n  of no te s ,  

publ ic  s e r i e s ,  which had been i ssued  i n  t h e  German market w i t h  t h e  cooperat ion 

of t h e  German a u t h o r i t i e s  i n  connect ion w i t h  t h e  dol lar-support  program of 

November 1978. The remain ing .notes  a r e  scheduled t o  mature on Ju ly  26, 1983. 

FOMC RECOMMENDATIONS 

M r .  Chairman, swap drawings t o t a l i n g  $197.7 m i l l i o n  by Mexico under 

the  Federal  Reserve s p e c i a l  swap arrangement w i l l  mature between now an2 

July 23, 1983. Of t hese ,  e i g h t  drawings t o t a l i n g  $92.7 m i l l i o n  w i l l  come up 

f o r  t h e i r  second renewal and e i g h t  drawings t o t a l i n g  $105.0 m i l l i o n  f o r  the 

t h i r d  renewal. I would propose t h a t  a l l  of  these  drawings be extended t o  

August 23, 1983. 

We understand t h a t  Mexico i s  to r ece ive  about $325 m i l l i o n  from the 

IMF on May 31. It i s  expected t h a t  t h i s  money w i l l  be used to make a p a r t i a l  

repayment on the combined 91.85 b i l l i o n  BIS-U.S. s p e c i a l  c r e d i t  f a c i l i t y .  

Thus, about $ 5 7  m i l l i o n  should be repa id  on t h e  Federal  Reserve s p e c i a l  swap 

f a c i l i t y  and about $105 m i l l i o n  t o  t h e  Treasury by t h e  end o f  May. A s  you 

know, a l l  drawings on the  combined f a c i l i t y  a r e  t o  be l i q u i d a t e d  on o r  before  

August 23, 1983. 



PETER D. SIERNLIGH'I 

NClES FOR FCMC MEETING 

MAY 2 4 ,  1983 

Desk o p e r a t i o n s  since t h e  l a t e  March meeting o f  t h e  

Committee have been aimed a t  maintaining approximately s teady  

r e s t r a i n t  on bank r e se rve  p o s i t i o n s .  Measured money growth was 

weaker than expected i n  Apr i l ,  poss ib ly  because of s easona l  ad

justment  problems, w i t h  M 1  a c t u a l l y  r e g i s t e r i n g  a d e c l i n e  and M2 

and M3 growth q u i t e  modest. M 1  rebounded sharply i n  e a r l y  May t o  

levels  above those  c o n s i s t e n t  w i t h  Committee a n t i c i p a t i o n s  a s  of 

l a t e  March. Estimated growth of M2 and M3 i n  May has  a l so  picked 

up, bu t  apparent ly  only  t o  l e v e l s  a shade below t h e  o b j e c t i v e s  

ind ica t ed  i n  l a t e  March. I n  terms of r e s e r v e  t a r g e t i n g ,  week-to-

week  money growth was e s s e n t i a l l y  "accommodated", i n  t h e  sense  

t h a t  pa th  r e v i s i o n s  were made so as  t o  leave t h e  a n t i c i p a t e d  l eve l  

of adjustment and seasonal  borrowing i n  remaining weeks of t h e  

i n t e r v a l  unchanged a t  $250 mil l ion .  

I t  had been expected t h a t  t h i s  borrowing gap would be 

a s s o c i a t e d  with Federa l  funds t r ad ing  around the d i scoun t  r a t e  or 

a l i t t l e  above, and indeed most t r a d i n g  was i n  a range of 8 1 /2 -

8 3/4 percent  once we g o t  p a s t  t h e  A p r i l  6 week quarter-end and 

Eas te r  hol iday pressures. For a few days  i n  e a r l y  May t h e  r a t e  

d r i f t e d  below 8 1/2 pe rcen t ,  appa ren t ly  due not so much to an 

abundance of reserves a s  t o  market a n t i c i p a t i o n s  of lower ra tes  
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i n  t he  wake of  slower money growth. More r e c e n t l y ,  r e p o r t s  of 

s t ronge r  money growth and a s t r o n g e r  economy discouraged t h e  

marke t ' s  expec ta t ions  of imninent r a t e  d e c l i n e s  and f u n d s  have 

re turned  t o  an 8 1/2-8 3/4 p e r c e n t  t r ad ing  range. 

Actual weekly borrowing l e v e l s  more o f t en  exceeded than 

f e l l  s h o r t  of t he  $250 mil l ion  norm, i n  good p a r t  because of 

s p e c i a l  f a c t o r s  s u c h  a s  t h e  quar te r -end  and Eas te r  weekend 

p res su res  and occas iona l  t e c h n i c a l  d i s r u p t i o n s  t o  money wire  

networks, e i t h e r  a t  Reserve Banks o r  major commercial banks. I n  

a d d i t i o n ,  r e se rve  l e v e l s  more o f t e n  seemed t o  f a l l  s h o r t  of  pro

j e c t i o n s  than t o  exceed them,  w h i l e  demand f o r  excess  r e s e r v e s  

tended t o  remain h igh ,  somewhat exceeding t h e  allowances made i n  

t he  weekly r e se rve  pa ths .  

S u b s t a n t i a l  r e se rve  needs were met during the  pe r iod ,  

stemming c h i e f l y  from increased  requi red  r e se rves  and cur rency  i n  

c i r c u l a t i o n .  Ou t r igh t  System ho ld ings  of Treasury s e c u r i t i e s  were 

increased  by over $ 4 . 5  b i l l i o n  over t h e  pe r iod ,  t hus  making u s e  of 

a temporary i n c r e a s e  i n  leeway f o r  in te rmeet ing  changes approved 

by t h e  Committee on May 10. Purchases  i n c l u d e d  nea r ly  $2 b i l l i o n  

of Treasury b i l l s  bought i n  t h e  market on April 12 ,  a market pur

chase of $1.2 b i l l i o n  i n  Treasury coupon issues on May 1 0 ,  and 

s c a t t e r e d  purchases  of b i l l s  from fo re ign  accounts t o t a l i n g  about 

$1.5 b i l l i o n .  Temporary r e s e r v e  needs were met by repurchase 

agreements, e s p e c i a l l y  by pass ing  through t o  the  market some of 

t h e  fo re ign  o f f i c i a l  account day-to-day f u n d s ,  w h i l e  on one  

occasion t emporar i ly  excessive reserves were a ra ined  through 

matched sa le -purchases  with t h e  market. 
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I n t e r e s t  r a t e s  d e c l i n e d  t h r o u g h  t h e  e a r l y  p a r t  of t he  inter-

meet ing  p e r i o d  a s  t h e  e n d - o f - q u a r t e r  money marke t  p r e s s u r e s  sub-

s i d e d  and c o n c e r n  a b o u t  a firmer l e a n i n g  of  p o l i c y  a b a t e d .  A s  we 

moved th rough  A p r i l ,  w i t h  v i s i b l e  weakening of  money growth ,  

c o n t i n u i n g  good news on i n f l a t i o n ,  a n d  e v i d e n c e  of  o n l y  modest 

economic r e c o v e r y ,  t h e  r a t e  d e c l i n e  g a t h e r e d  some momentum, f e d  by 

renewed s p e c u l a t i o n  t h a t  a n o t h e r  d i s c o u n t  r a t e  c u t  n i g h t  be 

i m m i n e n t .  O f f i c i a l  comments a b o u t  p o s s i b i l i t i e s  f o r  f u r t h e r  r a t e  

d e c l i n e s  added t o  marke t  optimism. I n  t h i s  a tmosphere ,  t h e  market  

gave  a good i n i t i a l  r e c e p t i o n  t o  a r e c o r d - s i z e  $15 b i l l i o n  

q u a r t e r l y  T r e a s u r y  f i n a n c i n g .  Y i e l d s  on c o r p o r a t e  and tax-exempt 

issues  f e l l  even  more t h a n  on f r e a s u r i e s ,  prompting a s t e p - u p  i n  

i s s t i ance  i n  b o t h  sectors.  Concern a b o u t  budge t  d e f i c i t s  p robab ly  

tempered t h e  e n t h u s i a s m  a b i t ,  b u t  m o s t l y  such  c o n c e r n s  seemed t o  

g o  underground f o r  a w h i l e .  

By t h e  f i n a l  d a y s  o f  Apr i l  a n d  c o n t i n u i n g  i n t o  May, t h e  

markets l o s t  t h e i r  buoyancy and r e t r a c e d  much o r  a l l  of t h e  r a t e  

d e c l i n e s  since l a t e  March. The  news on t h e  economy was coming i n  

s t r o n g e r .  Money s u p p l y  weakness was s u d d e n l y  r e p l a c e d  w i t h  un 

e x p e c t e d  s t r e n g t h ,  d a s h i n g  e x p e c t a t i o n s  and t h e n  even f a i n t  hopes 

of an e a r l y  d i s c o u n t  r a t e  cut. The heavy suppl ies  Of c o r p o r a t e s  

and tax-exempt i s sues  looked  much more burdensome and l a r g e  P r i c e  

c o n c e s s i o n s  f o l l o w e d ,  w i t h  o n l y  p a r t i a l  success i n  r e d u c i n g  con

g e s t i o n .  Budget concerns r e s u r f a c e d  as t h e  Congress  and Admin

i s t r a t i o n  s t r u g g l e d  t o  f i n d  an a c c e p t a b l e  approach .  
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While  marke t  p a r t i c i p a n t s  g e n e r a l l y  a p p r e c i a t e  t h a t  money 

s u p p l y  e s p e c i a l l y  M 1  is n o t  b e i n g  t a r g e t e d  i n  t h e  s e n s e  t h a t  i t  

was u p  t o  l a s t  f a l l ,  and t h e r e f o r e  do n o t  e x p e c t  an i m m i n e n t  

t i g h t e n i n g  of  money marke t  c o n d i t i o n s ,  t h e y  a l s o  b e l i e v e  t h a t  t h e  

money numbers a r e  n o t  being w h o l l y  i g n o r e d  e i the r .  A t  t h e  very  

l e a s t ,  t h e y  see t h e  f r e s h  s t r e n g t h e n i n g  of M 1  as  a n  o b s t a c l e  t o  

any  r e l axa t ion ,  and p e r h a p s  a s  a p r e l u d e  t o  s l i g h t l y  f i r m e r  

c o n d i t i o n s .  

T r a c i n g  t h e  recent s h i f t s  i n  s e n t i m e n t ,  t h e  T r e a s u r y ' s  

a c t i v e l y  t r a d e d  30-year  bonds d e c l i n e d  i n  y i e l d  from 10.67 p e r c e n t  

on March 28 to  a low of 10 .25  i n  ea r ly  May, b u t  c l imbed back  t o  

10 .75  by y e s t e r d a y  f o r  a small  n e t  r i s e  i n  y i e l d  over t h e  whole 

p e r i o d .  S h o r t e r  and i n t e r m e d i a t e - t e r m  T r e a s u r y  coupon issues were 

about unchanged or s l i g h t l y  l o w e r ,  n e t ,  ove r  t h e  p e r i o d ,  w i t h  n e t  

T r e a s u r y  bo r rowings  of a b o u t  $ 1 4  b i l l i o n  i n  t h i s  sector i n  t h e  

i n t e r m e e i n g  p e r i o d .  (The f i g u r e s  would be  a c o u p l e  of  b i l l i o n  

h i g h e r  e x c e p t  t h a t  b i d d i n g  on a 2 -yea r  n o t e  h a s  been d e l a y e d  

b e c a u s e  o f  d e b t  l i m i t  u n c e r t a i n t i e s . )  

I n  t h e  s h o r t  end ,  d e s p i t e  a r e c e n t  back-up, T r e a s u r y  b i l l  

y i e l d s  a re  s t i l l  below t h o s e  of  l a t e  March, though no t  by much. 

Three- a n d  s ix-month b i l l s  were a u c t i o n e d  y e s t e r d a y  a t  8.46 and 

8 .47  percent,  compared w i t h  8 .68  and  8.71 j u s t  b e f o r e  t h e  l a s t  

m e e t i n g ,  and a r e c e n t  a u c t i o n  low of about 8.04 - 8.05 i n  e a r l y  

May. I n  pa r t ,  t h e  n e t  d e c l i n e  i n  b i l l  y i e l d s  may r e f l e c t  t h e  

d i f f e r e n t  s u p p l y  s i t u a t i o n  t h e r e  compared w i t h  coupon issues. 

B i l l  s u p p l i e s  have  c o n t r a c t e d  s e a s o n a l l y  w i t h  t h e  b i g  paydowns of  
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cash management b i l l s  and a l s o  some paydown because of a e b t  l i m i t  

c o n s t r a i n t s .  I f  t h e  Congress f i n i s h e s  a c t i o n  on t h e  debt  c e i l i n g  

by t h e  end of t h i s  week, a s  seems l i k e l y ,  t h i s  should permit a 

replenishment  of f a s t -d imin i sh ing  Treasury c o f f e r s  by e a r l y  next 

week--but t h e r e  may be a b i t  of scramble t o  do w i t h  t h i s  w i t h  

compressed auc t ion  and payment schedules .  The Treasury had 

scheduled a 2-year no te  auc t ion  for  toaay, b u t  yesterday afternoon 

they announced a postponement a s  they lacked s u f f i c i e n t  assurance 

t h a t  an adequate  d e b t  c e i l i n g  would be i n  p lace .  A 5-year note  

a u c t i o n ,  t e n t a t i v e l y  scheduled f o r  tomorrow, i s  a l s o  i n  jeopardy. 

Looking a t  o t h e r  shor t - te rm r a t e s ,  as  with Treasury 

b i l l s ,  t h e  l eve l  now is somewhat lower than i n  l a t e  March, not-

wi ths tanding  a r e c e n t  r i s e .  Three- and six-month CDs a r e  t rad ing  

about  25 b a s i s  p o i n t s  lower, and commercial paper r a t e s  a re  down 

by a similar margin. Banks  have been under l i t t l e  pressure  t o  

i s s u e  CGS given  t h e  in f low of MMDA money and s lack loan demand, 

while  good c o r p o r a t e  cash  flows and deb t  r e s t r u c t u r i n g  have 

l e s sened  t h e  needs of commercial paper issuers. 

In  t h e  i n t e rmed ia t e  and longer- term corpora te  market, 

y i e l d s  a re  about  unchanged to s l i g h t l y  lower t h a n  before t h e  l a s t  

meeting. A t  f i r s t  t h e s e  y i e l d s  f e l l  more than  on comparable 

Treasury i s s u e s ,  a s  i n v e s t o r s  reached f o r  y i e l d  aga ins t  a 

background of d e c l i n i n g  r a t e s .  A b e t t e r  f e e l i n g  about solvency 

p r o s p e c t s  a l s o  seemed t o  underly t h i s  narrowing of spreads,  

a l though t h i s  may be j u s t  a r a t i o n a l i z a t i o n  f o r  what observers  

u n c h a r i t a b l y  c a l l e d  a " f l i g h t  t o  j u n k . "  I n  any event ,  a f t e r  a 
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b a r r a g e  of  new i s s u e s ,  c o r p o r a t e  y i e l d s  backed up somewhat more 

t h a n  T r e a s u r i e s ,  r e v e r s i n g  p a r t  of t h e  narrowing i n  y i e l d  spreacis.  

Tax-exempt bond y i e l d s  a l s o  f e l l  more than  Treasury  

y i e l d s  i n  t h e  e a r l y  p a r t  of t h e  p e r i o d ,  b u t  a l a r g e  volume o f  new 

o f f e r i n g s  caused  c o n g e s t i o n  and a back-up t h a t  has  more than  

e r a s e d  t h e  e a r l i e r  d e c l i n e s .  P a r t  o f  t h e  heavy i s suance  r e f l e c t s  

a n  e f f o r t  t o  s e l l  bonds i n  d e f i n i t i v e  form b e f o r e  a June  30 

d e a d l i n e ,  a f t e r  which a l l  issues m u s t  be  i n  r e g i s t e r e d  form. 

Ano the r  d e p r e s s a n t  on a t  l e a s t  some segments  of  t h e  tax-exempt 

market is t h e  u n c e r t a i n t y  hanging ove r  t h e  Washington P u b l i c  Power 

Supp ly  System bonds.  We seem t o  be o n l y  days  away from a 

t e c h n i c a l  s t a t e  of d e f a u l t  on t h e  $ 2  1/4 b i l l i o n  of  bonds 

associated w i t h  projects  4 and 5 of t h e  Power System, and i t ' s  

u n c e r t a i n  how t h i s  may a f f e c t  t h e  $6 b i l l i o n  of bonds behind 

projects  1, 2 and 3 ,  d e s p i t e  what is  deemed t o  be Bonnev i l l e  Power 

A d m i n i s t r a t i o n  b a c k i n g  of t h e  1, 2 and 3 bonds. Ra t ings  of  t h e s e  

bonds have  been lowered  or suspended and t h e i r  p r i c e s  plummetted 

enough t o  r a i s e  y i e l d s  a s  much as 2 1/2 p e r c e n t a g e  p o i n t s .  
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Recent economic data have largely erased lingering doubts 

about the vitality of the recovery. Although the Commerce Department 

scaled back the first-quarter real GNP increase from 3.1 to 2-112 

percent, this revision reflected entirely evidence of a greater rate 

of inventory liquidation. Indeed, book value manufacturing and 

trade stocks were reduced in March at a $ 6 3  billion annual rate. 

This brought inventory/sales ratios close to prerecession levels, 

paving the way for a stronger rebound in activity in the current 

quarter. 

Such a resurgence in activity was clearly evident in indus


trial production figures for April. The production index posted a 


gain of 2.1 percent, the largest rise since the summer of 1975. 


Moreover, the strength was evident in a wide variety of industries. 


Earlier this year, the recovery in production had been associated 


largely with autos and homebuilding; last month business equipment 


output and a wide range of consumer goods were showing stronger gains 


as well. 


The employment surveys for April also reflected increased 


demand for labor. Nonfarm payroll jobs rose 260,000 with a gain of 


100,000 in manufacturing. Moreover, this was accompanied by a sharp 


further expansion of overtime hours. There has been only modest 


improvement in unemployment as yet however. The civilian jobless 


rate edged down one tenth to 10.2 percent in April and new claims 


for unemployment benefits continue to hang rather high. 
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For the current quarter,the staff is forecasting an 

increase in real GNP of 5-1/2 percent. Much of the rise reflects 

the apparent ending of the inventory liquidation phase of the cycle, 

while real final sales are projected to increase at a rather modest 

rate--under 2 percent. However, a good deal of the sluggishness in 

final demands is the result of the decline in net exports. At the 

same time, there have been signs of improved performance in some 

key sectors of the economy, probably most importantly, in conscm&r 

demand. 

Retail sales were generally disappointing early this year, 

but revised data now show a gain of over 1-1/2 percent in March, and 

there was an equal rise in April. Demand for domestically produced 

cars in particular has firmed. Sales of these models, which had been 

running at slightly over a 6 million annual rate from December to 

March, improved to a 6 . 4  million rate in April and edged higher in 

early May. As a result, production schedules were raised for coming 

months. Aside from autos, the improvement in consumer demand was 

more modest, with furniture and appliances leading the way. 

Increased housing activity is also currently lending strong 


support to overall growth. Although starts edged down during the 


past two months, residential construction continues to benefit 


significantly from the strong gains in activity that followed the 


drop in mortgage interest rates late last year and in early 1983. 


Overall spending in the second quarter should also be supported by 


increased outlays for defense, which have been lagging in recent months. 
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We have also revised up somewhat our projection of real 

GNP growth in the second half of this year to about a 5 percent rate, 

reflecting the evidence of greater strength in production and income. 

Surveys recently have suggested substantially improved consumer 

attitudes, and enhanced purchasing power associated with rising 

employment should support an increased pace of spending. In addition, 

we are still assuming a $30 billion cut in personal income taxes on 

July 1. 

The investment sector should also be contributing to the 


recovery, albeit by somewhat less than the usual amount. Business 


spending on equipment has shown signs of turning up--a typical response 


to an increase in overall output--but outlays for nonresidential 


construction have begun to fall and, as suggested by the special 


Redbook survey, they appear likely to continue to weaken over the next 


year or so. In the housing market, we expect starts to post only 


modest gains from the pace of the past couple of months, and thus 


the growth of residential construction activity will be moderating 


as the year progresses. 


In 1984, our expectation that interest rates will continue 

close to current high levels remains a major constraint on growth in 

private demand, affecting particularly business outlays, housing 

activity, and sales of big ticket consumer items such as autos. But 

we expect a further improvement in foreign demand, and assume a 

relatively sharp decline in the value of the dollar beginning later 

this year, which will significantly boost export volume and add to 

economic growth in 1984. 
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Overall, our projections involve an increase in real GNP 


during the two years, 1983-84, totaling slightly over 9 percent--a 


little under the median recovery in other postwar cycles. But given 


the intensity and duration of the current contraction, this would 


leave the economy with considerable slack in both physical capacity 


and in the labor markets--unemployment would be just below 9 percent 


at the end of 1984, and capacity utilization in manufacturing would 


still be under 80 percent. 


In such an environment, there is a reasonable prospect that 

inflation will be kept in check. We do not expect a continuation of 

the remarkable price performance of recent months--that is, actual 

stability or even declines at both the consumer and producer level. 

In fact, there are currently signs of a surge in some sectors this 

quarter. Prices of petroleum products, which had been dropping sharply, 

have recently stabilized, and gasoline prices at retail have jumped in 

conjunction with some firming of demand and the introduction on April 1 

of the 5 cent per gallon tax. Moreover, food prices at the producer 

level have moved up in response to new government farm programs and 

weather-induced crop damage. But to a large extent, these effects 

are expected to be temporary, and price increases for other goods 

and services have continued to moderate. We anticipate continuing 

efforts on the part of business to improve productivity and reduce 

costs, and given the projected degree of slack, we are forecasting a 

reasonable rate of success in that direction. Thus, we are projecting 

the gross domestic business product fixed-weighted price index to 

continue to moderate somewhat, increasing 3-3/4 percent both this 

year and next, off about one percent from 1982. 
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The various monetary aggregates appear to be giving conflicting 

signals about the course of monetary policy. Or rather, a more accurate 

statement would be that except for M1, all of the aggregates of concern to 

the Committee seem to be on the course earlier set by the Committee. Some 

perspective can be provided by looking at growth of the aggregates since 

the end of the summer of 1982, after interest rates had started downward 

cyclically and following a bulge in growth of narrow and broad money over 

that summer. 

From September to December of last year M2 and M3 expanded at 

annual rates of just 82 and 7% percent, respectively. Bracketing and 

setting aside January and February as reflecting a massive stock adjust

ment to the new money market deposit accounts, growth in M2 and M3 over 

the past three months, including an estimate for May, has remained quite 

moderate--close to 8 percent for M2 and around 6% percent for M 3 .  And 

growth of domestic nonfinancial debt seems to have for the moment settled 

in the lower part of the FOMC's range. At the same time, of course, M1 

growth has been unusually rapid. Since September of last year M1 has 

expanded at around a 14 percent annual rate (including growth in January 

and February). 

It seems probable to me that the expansiveness of monetary policy 


may at least in some degree be understated by behavior of the broader 


aggregates since the end of last summer while it is overstated by the 


behavior of M1. M2 growth probably has been held do-m--withthe slowing 


in its nontransactions conponent providing a particularly noticeable 


contrast to the strength of M1 in the period--by shifts of funds into bonds 


and equities as it became more and more likely that the value of longer-
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term f i n a n c i a l  a s s e t s  would r i s e ,  indeed were r i s i n g ,  as  prospects became 

b e t t e r  t h a t  i n f l a t i o n  would come under cont ro l .  The r e s t r a ined  growth of 

M3 r e f l e c t e d  the slowing of M2 a s  wel l  a s  l e s s  a c t i v e  issuance of l a r g e  CDs 

a s  businesses  attempted t o  improve t h e i r  balance sheet  pos i t i ons  by s h i f t i n g  

away from shor t - toward longer-term debt .  A t  the  same t i m e  M I  growth has 

acce lera ted  sharply i n  l a rge  p a r t  because of the  heightened i n t e r e s t -

s e n s i t i v i t y  of t h a t  aggregate as  f ixed c e i l i n g  r a t e  NOW accounts became 

a more and more important component. Thus, s t r u c t u r a l  changes i n  the  compo

s i t i o n  of the  aggregates i n  conjunction with adapta t ions  i n  l i q u i d i t y  posi

t i o n s  and investment p o r t f o l i o s  t o  the  prospects  of lower i n f l a t i o n  and 

market r a t e s  have probably contr ibuted t o  a s t rengthening of narrow money 

and some weakening of broader money. 

But I should quickly add t h a t  t h e  impact of M2 of s h i f t s  i n t o  

s tocks and bonds may not  be la rge .  I f  i t  were, M2 v e l o c i t y  might tend 

t o  r i s e ,  but  we have not y e t  seen any s u b s t a n t i a l  rebound i n  M2 ve loc i ty .  

In the second qua r t e r  of t h i s  year M2 v e l o c i t y  may be c lose  t o  f l a t ,  perhaps 

r e tu rn ing  t o  something l i k e  normal, i n  con t r a s t  t o  continued s i z a b l e  dec l ines  

i n  the  l a t t e r  p a r t  of  1982. M 1  v e l o c i t y  looks a s  i f  i t  might continue t o  

dec l ine  a l i t t l e  t h i s  q u a r t e r ,  though a t  a slower pace than i n  the previous 

th ree  quar te rs .  But more s i g n i f i c a n t l y  the  v e l o c i t y  of M 1  e i t h e r  contem

poraneously o r  lagged one o r  two qua r t e r s  has  not yet  shown anything l i k e  

i t s  normal c y c l i c a l  rebound. I would conclude t h a t  a t  present  t h e  behavior 

of M 1  v e l o c i t y  i s  more a t  var iance w i t h  h i s t o r i c a l  pa t t e rns  than i s  M2 

ve loc i ty .  

We have looked c a r e f u l l y  a t  t h e  very recent  behavior of M I  i n  

an e f f o r t  t o  determine what, if any, unusual in f luences  may be a t  work and 

t o  see what might be sa id  about t h e  underlying t rend .  In b r i e f ,  seasonal  
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factors may be distorting the two months of April and May by 2 to 5 per

centage points--i.e. growth could be about that much higher in April and 

lower in May--judging fro= the behavior of our experimental series and 

tests of our current seasonal method made by rerunning the series through 

May. That would not change the April-May pattern significantly. The May 

changes, particularly for the week of the llth, look very large seasonally 

unadjusted, compared with similar periods of earlier years; they are well 

distributed geographically and by size of bank; and we have checked care-

fully for possible reporting errors at large banks and have found none. It 

is possible that April growth was held down by tax payments as demand 

deposits droppzd several billion dollars around mid-month and NOW accounts 

did not grow, while growth has been accelerated in May in part by a rebuild

ing of those accounts as well as by an unusually sharp $7%billion seasonally 

adjusted ($174 billion not adjusted) drop in Treasury balances over the last 

three wseks (including a projection for the current week) as sizable 

delayed tax refund paynents were sade and debt ceiling problems caused a 

large net repayment of Treasury debt. 

Thus, even though the seasonals seem to be only a moderately 

distorting factor, I would still think the April-May average is, obviously, 

much more reflective of underlying M1 growth than either month alone. But 

the April-May average itself--if it is 3s high as the currently estimated 

10% percent annual rate--may be an overstatement if there are indeed special 

factors affecting May alone (independently of April). Our models, as noted 

in the blue book, would suggest growth over the balance of the year in the 

6 to 7 percent annual rate range, and we would hold out sane hope for 

soinewhat slower growth in June. 

The disparate behavior of the aggregates--and remaining uncer


tainties about their interpretation--clearlymake the FOMC'S Policy 
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decis ion  today t h a t  much harder  s ince  i t  tends t o  e l eva te  assessment of 

t h e  l i k e l y  s t r e n g t h  of the  economy over the months ahead i n  r e l a t i o n  

t o  preva i l ing  i n t e r e s t  r a t e s  t o  an even more c r u c i a l  eleinent i n  pa l icy  

judgments. The presen? l e v e l  of i n t e r e s t  r a t e s  has f o r  some time seemed 

high i n  r e a l  terms, ax3 i t  has  not  been clear--given the  cur ren t  and pro

spec t ive  f i s c a l  stimulus--whether or how much 0: a reduct ion i n  noninal 

i n t e r e s t  r a t e s  would be needed t o  s u s t a i n  a non- inf la t ionary  econoaic 

recovzry. While very recent  s t r eng th  of the econoxy may be exaggerated 

somewhat by a developing inventory turn-around, p r iva t e  f i n a l  deaands 

ha7e held up rath.:r wel l  over t h e  pas t  two or th ree  q i a r t e r s .  There i s  a 

r i s k ,  thouah, tha: some wzakening i n  the  pace of a c t i v i t y  may develop 

from a sustained r e l a t i v e l y  hig5 l eve l  of r e a l  r a t e s  t h a t  works t o  r e s t r a i n  

purchases of durables  and hoilsing and r e t a r d s  an inventory build-up. On 

t h e  other  hand, we have been s w p r i s e d  i n  t h e  pas t  by the  r e s i l i e n c e  of 

t h e  economy; we have not  genera l ly  been confronted wlth such a r i s i n g  

f i s c a l  s t imulus a; i s  p-ojected w e l l  i n t o  a period of recovery; and i t  

i s  always poss ib l e  t h a t  g r e a t e r  p r i ce  inc res ses  than a re  now fo recas t  f o r  

the  qua r t e r s  ahead could ,develop and br ing  r e a l  ra te ;  d o m  without axy 

a c t i o n  t o  a f f e c t  nominal r a t e s .  

With regard t o  the  d i r e c t i v e s ,  a l t e r n a t i v e  I r e t a i n s  the  present  

d i r e c t i v e  s t r u c t u r e .  I t  seems outdated by recent  behavior of the aggregates ,  

however. No2etheless,  because i t  may be awkward t o  a l t e r  the spec i f ica

t ioi ls  fo r  the  secoild q m r t e r  t h i s  l a t e  i n  t h e  per iod,  given the uncertain-

t i e s  surrounding them, the  Committee could if it wished r e t a i n  t h a t  

d i r e c t i v e  s t r u c t u r e  without changing the  spec i f i ca t ions .  I t  might do so 

on thz i m p l i c i t ,  i f  no t  e x p l i c i t ,  assumption t h a t  s t r eng th  of  M 1  could 

or should be i n t e r p r e t e d  a s  o f f s e t t i n g  weakness o� MZ and M3 r e l a t i v e  t o  
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expectations--or on t h e  assumption cons i s t en t  w i t h  the present  d i r e c t i v e  t h a t  

continued weakness i n  M2 and M 3 ,  o r  disappointments about the  economy, would 

lead t o  some easing o f  bank reserve pos i t i ons  i f  t h e  recent  bulge i n  M1 

umomd quickly.  Tine a l t e r n a t i v e  d i r e c t i v e  s t r u c t u r e  i n  a l t e r n a t i v e  I1 

r a t h e r  l e s s  convolutedly coxld embody a Committee decis ion a3out whether 

i t  wishes to r e t a i n ,  add t o ,  o r  diminish cu r ren t  pressures  03 i n t e r e s t  

r a t e s  over t h e  next  s eve ra l  weeks, givzn an expectat ion about the  behavior 

of the  aggregates  over t h a t  per iod and ~ t h o u tp a r t i c u l a r  regard t o  a 

s p x i f i c  second-quarter growth path. 




